F9 Financial Management


Chapter 1 Financial Management and Financial Objectives

1.
The Nature and Purpose of Financial Management

	1.
	C
	

	2
	C
	Although cash flow is vitally important, managing and maximizing cash flow is achieved by the other 3 interlinking decisions.

	3.
	D
	


Answer 1

Practical links between the decision areas:

1.
Investment decisions, dividend decisions and financing decisions have often been called the decision triangle of financial management. The study of financial management is often divided up in accordance with these three decision areas. However, they are not independent decisions, but closely connected.


[1 – 2 marks]

Relevant illustrations:
2.
For example, a decision to increase dividends might lead to a reduction in retained earnings and hence a greater need for external finance in order to meet the requirements of proposed capital investment projects. Similarly, a decision to increase capital investment spending will increase the need for financing, which could be met in part by reducing dividends.
[1 – 2 marks]
M&M and investment and financing decisions:
3.
The question of the relationship between the three decision areas was investigated by Miller and Modigliani. They showed that, if a perfect capital market was assumed, the market value of a company and its weighted average cost of capital (WACC) were independent of its capital structure.
4.
The market value therefore depended on the business risk of the company and not on its financial risk. The investment decision, which determined the operating income of a company, was therefore shown to be important in determining its market value, while the financing decision, given their assumptions, was shown to be not relevant in this context.
5.
In practice, it is recognised that capital structure can affect WACC and hence the market value of the company.


[2 – 3 marks]

M&M and dividend decision:
6.
Miller and Modigliani also investigated the relationship between dividend policy and the share price of a company, i.e. the market value of a company. They showed that, if a perfect capital market was assumed, the share price of a company did not depend on its dividend policy, i.e. the dividend decision was irrelevant to value of the share.
7.
The market value of the company and therefore the wealth of shareholders were shown to be maximised when the company implemented its optimum investment policy, which was to invest in all projects with a positive NPV. The investment decision was therefore shown to be theoretically important with respect to the market value of the company, while the dividend decision was not relevant.


[2 – 3 marks]

Other relevant discussion:
8.
In practice, capital markets are not perfect and a number of other factors become important in discussing the relationship between the three decision areas.
9.
Pecking order theory, for example, suggests that managers do not in practice make financing decisions with the objective of obtaining an optimal capital structure, but on the basis of the convenience and relative cost of different sources of finance. Retained earnings are the preferred source of finance from this perspective, with a resulting pressure for annual dividends to be lower rather than higher.


[1 – 3 marks]

ACCA Marking Scheme
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2.
Financial Management, Management Accounting and Financial Accounting
	4.
	D
	

	5.
	C
	Statement 1 is true and statement 2 is false. Management accounts are used as a future planning tool (not financial accounts).

	6.
	D
	The Financial Management function is responsible for making decisions relating to investment (statement 2) but will also have primary responsibility for cash flow forecasting (statement 1). Financial Reporting control cash flow reporting but not forecasting

	7.
	B
	

	8.
	C
	Advising on investments in non-current assets is a key role of financial management.


3.
Financial Objectives and Organizational Strategy

Answer 2

	
	Commercial objectives
	Financial objectives
	Strategies

	Corporate level
	9
	2
	3

	Business level
	8
	5
	4

	Operational level
	7
	6
	1


	9.
	C
	

	10.
	B
	Maximising market share, improving brand awareness and customer satisfaction are non-financial objectives

	11.
	D
	This is a financial objective that relates to the level of risk that the company accepts.

	12.
	B
	

	13.
	C
	

	14.
	A
	


Answer 3
· A listed company such as HDW Co is likely to have a range of financial objectives. Maximisation of shareholder wealth is often suggested to be the primary financial objective, and this can be substituted by the objective of maximising the company’s share price.

· Other financial objectives that might be used by HDW Co could relate to earnings per share (for example, a target EPS value for a given period), operating profit (for example, a target level of profit before tax or PBIT), revenue (for example, a desired increase in revenue or sales) and so on. These examples of financial objectives can all be quantified, so that progress towards meeting them can be measured over time.


[1 mark]

· The investment in the new machine will enable HDW Co to meet increased demand for its products and the company expects to be able to sell all of the increased production at a profit. This will lead to increased revenue and operating profit (profit before interest and tax), so financial objectives relating to these accounting figures will be supported.


[2 marks]
· Whether a financial objective relating to increasing earnings per share (EPS) will be supported will depend on how the investment is financed. For example, raising equity finance by issuing new shares will dilute (decrease) EPS, while raising debt finance will increase interest payments, which will also dilute EPS.


[1 mark]

· The investment in the new machine has a positive net present value (NPV), so the market value of the company is expected to increase by the amount of the NPV. This increases the wealth of shareholders irrespective of how the investment is financed, since financing costs were accounted for by the discount rate (whether nominal or real). The investment in the new machine will therefore support the objective of shareholder wealth maximisation.


[2 marks]

ACCA Marking Scheme
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4.
Objectives in Not-for-profit Organizations

	15.
	C
	Not-for-profit organisations have objectives generally concerned with efficient use of resources in the light of specific targets. Controlling input costs will be important (economy) but minimising input costs would be likely to affect quality.

	16.
	C
	

	17.
	B
	

	18.
	C
	Efficiency means doing things well: getting the best use out of what money is spent on.

	19.
	B
	Economy is the cost of inputs (for example teacher salaries.) This is not mentioned in the question.

Efficiency is the ratio of inputs to outputs. Each teacher (input) is now teaching more students, so efficiency has increased.

Effectiveness is the quality of outputs. The output in this example is exam results, which have suffered hence effectiveness is reduced.

	20.
	A
	

	21.
	B
	Effectiveness can only be measured in terms of achieved performance. Economy consists of minimising costs, for example, by obtaining suitable inputs at the lowest price. Efficiency, in the narrow sense used here, consists of achieving the greatest output per unit of input: avoiding waste of inputs would contribute to this. Achieving a given level of profit is a measure of overall efficiency.

	22.
	C
	Negotiation of bulk discounts is an economy target (A). Paying rates for staff of appropriate levels of qualification is also an economy target (B). Customer satisfaction rating is an effectiveness target (D).


Answer 4
A key financial objective for a stock exchange listed company is to maximise the wealth of shareholders. This objective is usually replaced by the objective of maximising the company’s share price, since maximising the market value of the company represents the maximum capital gain over a given period. The need for dividends can be met by recognising that share prices can be seen as the sum of the present values of future dividends.


[2 – 3 marks]
Maximising the company’s share price is the same as maximising the equity market value of the company, since equity market value (market capitalisation) is equal to number of issued shares multiplied by share price. Maximising equity market value can be achieved by maximising net corporate cash income and the expected growth in that income, while minimising the corporate cost of capital. Listed companies therefore have maximising net cash income as a key financial objective.


[2 – 3 marks]
Not-for-profit (NFP) organisations seek to provide services to the public and this requires cash income. Maximising net cash income is therefore a key financial objective for NFP organisations as well as listed companies. A large charity seeks to raise as much funds as possible in order to achieve its charitable objectives, which are non-financial in nature.
Both listed companies and NFP organisations need to control the use of cash within a given financial period, and both types of organisations therefore use budgets. Another key financial objective for both organisations is therefore to keep spending within budget.

[2 – 3 marks]
The objective of value for money (VFM) is often identified in connection with NFP organisations. This objective refers to a focus on economy, efficiency and effectiveness. These three terms can be linked to input (economy refers to securing resources as economically as possible), process (resources need to be employed efficiently within the organisation) and output (the effective use of resources in achieving the organisation’s objectives).
Described in these terms, it is clear that a listed company also seeks to achieve value for money in its business operations. There is a difference in emphasis, however, which merits careful consideration. A listed company has a profit motive, and so VFM for a listed company can be related to performance measures linked to output, e.g. maximising the equity market value of the company. An NFP organisation has service-related outputs that are difficult to measure in quantitative terms and so it focuses on performance measures linked to input, e.g. minimising the input cost for a given level of output.


[2 – 3 marks]
Both listed companies and NFP organisations can use a variety of accounting ratios in the context of financial objectives. For example, both types of organisation may use a target return on capital employed, or a target level of income per employee, or a target current ratio.
Comparing and contrasting the financial objectives of a stock exchange listed company and a not-for-profit organisation, therefore, shows that while significant differences can be found, there is a considerable amount of common ground in terms of financial objectives.

[2 – 3 marks]
ACCA Marking Scheme
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5.
Stakeholders

	23.
	D
	Shareholders, customers and bankers are all connected stakeholders.


Answer 5

The range of stakeholders may include: shareholders, directors/managers, lenders, employees, suppliers and customers. These groups are likely to share in the wealth and risk generated by a company in different ways and thus conflicts of interest are likely to exist. Conflicts also exist not just between groups but within stakeholder groups. Stakeholder financial and other objectives may be identified as follows:
Shareholders

· Shareholders are normally assumed to be interested in wealth maximisation. This, however, involves consideration of potential return and risk.
· Where a company is listed this can be viewed in terms of the share price returns and other market-based ratios using share price (e.g. price earnings ratio, dividend yield, earnings yield).
· Where a company is not listed, financial objectives need to be set in terms of accounting and other related financial measures.

· These may include: return of capital employed, earnings per share, gearing, growth, profit margin, asset utilisation, market share. Many other measures also exist which may collectively capture the objectives of return and risk.
· Shareholders may have other objectives for the company and these can be identified in terms of the interests of other stakeholder groups. Thus, shareholders, as a group, might be interested in profit maximisation; they may also be interested in the welfare of their employees, or the environmental impact of the company’s operations.
Directors and managers

· While directors and managers are in essence attempting to promote and balance the interests of shareholders and other stakeholders it has been argued that they also promote their own interests as a separate stakeholder group.
· This arises from the divorce between ownership and control where the behaviour of managers cannot be fully observed giving them the capacity to take decisions which are consistent with their own reward structures and risk preferences.

· Directors may thus be interested in their own remuneration package. In a non-financial sense, they may be interested in building empires, exercising greater control, or positioning themselves for their next promotion. Nonfinancial objectives are sometimes difficult to separate from their financial impact.
Lenders

· Lenders are concerned to receive payment of interest and ultimate re-payment of capital. They do not share in the upside of very successful organisational strategies as the shareholders do.
· They are thus likely to be more risk averse than shareholders, with an emphasis on financial objectives that promote liquidity and solvency with low risk (e.g. gearing, interest cover, security, cash flow).
Employees

· The primary interest of employees is their salary/wage and security of employment. To an extent there is a direct conflict between employees and shareholders as wages are a cost to the company and a revenue to employees.
· Performance related pay based upon financial or other quantitative objectives may, however, go some way toward drawing the divergent interests together.
Suppliers and customers

· Suppliers and customers are external stakeholders with their own set of objectives (profit for the supplier and, possibly, customer satisfaction with the good or service from the customer) that, within a portfolio of businesses, are only partly dependent upon the company in question.
· Nevertheless it is important to consider and measure the relationship in term of financial objectives relating to quality, lead times, volume of business, price and a range of other variables in considering any organisational strategy.
6.
Agency Problem
	24.
	C
	The separation of ownership and control creates a situation where managers act as the agents of the owners (shareholders).

	25.
	C
	

	26.
	D
	

	27.
	C
	


Answer 6
Discussion of agency problem:

1.
The primary financial management objective of a company is usually taken to be the maximisation of shareholder wealth. In practice, the managers of a company acting as agents for the principals (the shareholders) may act in ways which do not lead to shareholder wealth maximisation. The failure of managers to maximise shareholder wealth is referred to as the agency problem.
2.
Shareholder wealth increases through payment of dividends and through appreciation of share prices. Since share prices reflect the value placed by buyers on the right to receive future dividends, analysis of changes in shareholder wealth focuses on changes in share prices. The objective of maximising share prices is commonly used as a substitute objective for that of maximising shareholder wealth.
3.
The agency problem arises because the objectives of managers differ from those of shareholders: because there is a divorce or separation of ownership from control in modern companies; and because there is an asymmetry of information between shareholders and managers which prevents shareholders being aware of most managerial decisions.

[4 – 5 marks]

Discussion of share option schemes:

1.
One way to encourage managers to act in ways that increase shareholder wealth is to offer them share options. These are rights to buy shares on a future date at a price which is fixed when the share options are issued. Share options will encourage managers to make decisions that are likely to lead to share price increases (such as investing in projects with positive net present values), since this will increase the rewards they receive from share options. The higher the share price in the market when the share options are exercised, the greater will be the capital gain that could be made by managers owning the options.
2.
Share options therefore go some way towards reducing the differences between the objectives of shareholders and managers. However, it is possible that managers may be rewarded for poor performance if share prices in general are increasing. It is also possible that managers may not be rewarded for good performance if share prices in general are falling. It is difficult to decide on a share option exercise price and a share option exercise date that will encourage managers to focus on increasing shareholder wealth while still remaining challenging, rather than being easily achievable.

[4 – 5 marks]

ACCA Marking Scheme

[image: image4.emf]
Answer 7
Cause of conflict between objectives

Conflict between the objectives of shareholders and directors in a listed company is associated with the agency problem, which has three main causes.
1.
First, the objectives of shareholders and directors may be different.
2.
Second, there is asymmetry of information, so that shareholders have access to less information about the company than directors, making it hard for shareholders to monitor the actions and decisions of directors.
3.
Third, there is a separation between ownership and control, as shareholders and directors are different people.

[2 – 3 marks]
Reasons for less conflict in SMEs

4.
One reason why small and medium-sized entities (SMEs) might experience less conflict between shareholders and directors than larger listed companies is that in many cases shareholders are not different from directors, for example in a family-owned company. Where that is the case, there is no separation between ownership and control, there is no difference between the objectives of shareholders and directors, and there is no asymmetry of information. Conflict between the objectives of shareholders and directors will therefore not arise.
5.
Another reason why there may be less conflict between the objectives of shareholders and directors in SMEs than in larger listed companies is that the shares of SMEs are often owned by a small number of shareholders, who may be in regular contact with the company and its directors. In these circumstances, the possibility of conflict is very much reduced.

[1 – 2 marks]
ACCA Marking Scheme:
[image: image5.emf]
Answer 8
The directors of Darn Co can be encouraged to achieve the objective of maximising shareholder wealth through managerial reward schemes and through regulatory requirements.
Managerial reward schemes

· As agents of the company’s shareholders, the directors of Darn Co may not always act in ways which increase the wealth of shareholders, a phenomenon called the agency problem.
· They can be encouraged to increase or maximise shareholder wealth by managerial reward schemes such as performance-related pay and share option schemes. Through these methods, the goals of shareholders and directors may increase in congruence.
· Performance-related pay links part of the remuneration of directors to some aspect of corporate performance, such as levels of profit or earnings per share.
· One problem here is that it is difficult to choose an aspect of corporate performance which is not influenced by the actions of the directors, leading to the possibility of managers influencing corporate affairs for their own benefit rather than the benefit of shareholders, for example, focusing on short-term performance while neglecting the longer term.
· Share option schemes bring the goals of shareholders and directors closer together to the extent that directors become shareholders themselves.
· Share options allow directors to purchase shares at a specified price on a specified future date, encouraging them to make decisions which exert an upward pressure on share prices.
· Unfortunately, a general increase in share prices can lead to directors being rewarded for poor performance, while a general decrease in share prices can lead to managers not being rewarded for good performance.
· However, share option schemes can lead to a culture of performance improvement and so can bring continuing benefit to stakeholders.

[3 – 5 marks]
Regulatory requirements

Regulatory requirements can be imposed through corporate governance codes of best practice and stock market listing regulations.
· Corporate governance codes of best practice, such as the UK Corporate Governance Code, seek to reduce corporate risk and increase corporate accountability.
· Responsibility is placed on directors to identify, assess and manage risk within an organisation. An independent perspective is brought to directors’ decisions by appointing non-executive directors to create a balanced board of directors, and by appointing non-executive directors to remuneration committees and audit committees.
· Stock exchange listing regulations can place obligations on directors to manage companies in ways which support the achievement of objectives such as the maximisation of shareholder wealth.
· For example, listing regulations may require companies to publish regular financial reports, to provide detailed information on directorial rewards and to publish detailed reports on corporate governance and corporate social responsibility.

[3 – 4 marks]
ACCA Marking Scheme
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7.
Regulatory Requirements
	28.
	A
	At least half of the members of the board, excluding the chairman, should be independent non-executive directors.

	29.
	C
	

	30.
	C
	Corporate governance best practice aims to manage risk to desired and controlled levels, not to minimize risk. Running a business implies taking calculated risks in anticipation of a commensurate return.

	31.
	C
	

	32.
	A
	

	33.
	C
	The audit committee should consist of non-executive directors

	34.
	D
	


A1-12

